This Study aims at analyzing the link between fiscal policy and income distribution. 
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Introduction
Income inequality is one of the critical barriers in most of the developing countries including Pakistan for growth and development. Every third man in Pakistan falls in the category of poor, that is, one third of the whole population exists below the poverty line 4 . Moreover, the budget deficit has also been a serious issue throughout the history of Pakistan"s economy. This persistent deficit is the constant source of increasing poverty and deterioration of income distribution. Hence, it is a dire need of the economy to have a good public policy such that it could reduce budget deficit, alleviate poverty and redistribute income. While discussing the role of fiscal policy in income distribution, Alauddin and Bilquess (1981) and Malik and Saqib (1985) suggest that only through appropriate changes in the tax system, resources of the economy can be distributed equally; while, Schaultz (1963) , Saint Paul and Vedier (1993) and Ralph (1996) believe that the public expenditures have a strong impact in reducing the degree of income inequality. Fiscal policy can have a significant influence on removing the gap between haves and have-nots both directly and indirectly. The direct effect lies in effecting the disposable income of individuals and indirectly by effecting future earning capacities. The progressive tax system is needed to reduce the gap between rich and poor, but in Pakistan, the ratio of sales tax is high which is regressive in nature. Both the pattern of public expenditures and tax system can be structured efficiently to reduce income inequality.
It is important to note that there is an obvious and significant trade-off between equity and efficiency. The policies focusing on equity, by hitting the current and future income of investors, may discourage them from investment. For example, income transfers may reduce inequality which results in diversification of scarce resources from investment to subsidization of consumption; consequently, it reduces economic growth by negatively affecting investment. Therefore, it is necessary to consider that how much cost, the economy has to bear in the form of decrease in economic growth.
International Monetary Fund (IMF) and other financial institutions stress Pakistan on reducing fiscal deficit. In 2012-13, the fiscal deficit remained more than 8.5% of GDP while the target was 4.7 % of GDP. With reference to income distribution, an IMF 3 policy paper 5 highlights that high income inequality results in impeding macroeconomic stability. Thus, policies related to tax and expenditure should be made in such a way that the economy could achieve both the distributional and efficiency objectives during fiscal consolidation. This study is an attempt to find a policy which could reduce income inequality whereas at the same time achieving the objective of reducing the fiscal deficit.
Therefore, in the light of significance of good governance, the focus of this study is to a. Analyze the impact of fiscal policy (taxes, transfers and government expenditure) on income distribution, that is, whether it decelerates income inequality or not.
b. Verify the existence of trade-off between income distribution and economic growth, since the application of fiscal policy may involve the issue of trade-off between equity and efficiency 6 .
c. Recommend the most feasible mixture of taxes and transfers.
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Literature Review
Income inequality remains a core issue in designing an effective fiscal policy. In case of Pakistan, Suleman (1973) observes the income inequalities to be increasing over the period of 1963-69, whereas Khandkar (1973) shows that the trend in income inequality is decreasing over the period of 1963-69. In 1980s, most of the studies focused only on measuring income inequality using different indices (Mahmood, 1984) , while merely few studies were based on making redistribution strategies (Cheema and Malik, 1985) . Ayub (1977) and Khandkar (1973) show that in Pakistan the inequalities in income are significantly higher than the inequalities in consumption. There are many factors which can affect income distribution. Many studies have been done in developed and developing countries to find out the effective policy measures to reduce the inequality in income distribution
Tax and Transfer for the Reduction in Income Inequality
A fine policy mix of tax and transfers can significantly improve the distribution [Leubker (2011) ]. Cubero and Hollar (2010) prove in their study that government can give any shape to the income distribution pattern by using tax and transfers. The nature of tax plays a very critical role in policy making. Joumard et al (2012) work on the same ground and find that a country having relatively small tax and transfer scheme attains the same redistribution effects as a country with higher tax rate and transfers if they rely on income tax which are progressive in nature. Engel et al. (1999) measure the direct effect of taxation on the income of households and thus its effect on the distribution of income.
Further, they suggest that, to achieve equal distribution, proportional tax system must be introduced instead of low-yield progressive taxation. Martinez-Vazquez et al. (2011) studies that if an economy prefers direct taxes to indirect taxes, then income distribution improves gradually over time. Alesina and Ardagna (1998) and Park (2012) observe that a fiscal adjustment mainly based on increases in tax rate is short-lived while reduction in government wages and public employment transfers is long-lived.
There is also a lot of discussion on the effectiveness of government spending over tax on income distribution. Martinez-Vazquez (2008) , Bird and Zolt (2005) and Harberger (2006) argue that fiscal adjustment based on tax system does not affect the distribution pattern. Cubero and Hollar (2010) analyze the impact of tax and spending decision on the distribution of income and find that government spending has more potential in correcting 5 distribution, but progressive tax system combined with increased social spending may further improve the distribution.
Trade-Off between Equity and Efficiency
In evaluating the impact of fiscal policy, many researchers find a visible trade-off between equity and efficiency due to which many policy makers and politicians are seen reluctant in using fiscal policy for fair distribution of income. Bertola and Allan (1993) , Dollar and Aart (2000) , Perugini and Martino (2008) , Mulas-Granados (2005) and Lambert (1990) discuss the trade-off issue and conclude that any change in fiscal policy requires a detail analysis of its effect on both equity and efficiency. Alesina, and Rodrik (1984) show that the growth oriented policies are favored by a government that concerns capitalists only.
Their empirical findings show that there exists a negative relationship between economic growth and Income distribution. Afonso et al. (2005) , Moreno-Dodson (2008) and Bayraktar and Moreno-Dodson (2010) analyze the impact of public spending on growth and conclude that public spendings negatively affects the quality and quantity of economic growth which consecutively affects the income distribution. While, Deininger and Squire (1996) and Ravallion and Chen (1997) see no relationship between growth and inequality.
Analysis of Fiscal Policy Using CGE
Computable General Equilibrium (CGE) model has a distinguishing feature: it identifies the impact of any small exogenous change on the overall economic system. Adelman and Robinson (1978) and McLure (1977) argue that the general equilibrium models can assess the economic behavior in an interesting dimension that cannot be viewed in partial equilibrium studies. Lofgren et al. (2003) while explaining the merits of CGE examine that it lacks denseness because in addition to SAM, only estimated set of parameters for within-group distribution is required to run the exogenous simulations. On the other hand, this approach has a drawback that it assumes that within-group distribution is fixed. Lofgren, Robinson et al. (2003) further suggest that to overcome this drawback, the households in the CGE model can be disaggregated into more sections. Thus in this way we can find out the within group difference in income. While Dahl et al. (1986) , Dahl and Mitra (1989) and Mitra (1992) used CGE approach to study the macroeconomic impacts of fiscal change without considering sectoral details that is they did not disaggregated households and other accounts into large groups. Using CGE model for the economy of 6 Canada, Cury, Pedrozo and Coelho (2010) confirm the effective role of government transfers in reducing income inequality.
In Pakistan, Iqbal and Siddique (1999) undergo a complete and descriptive study using CGE approach to analyze the impact of fiscal adjustments on income distribution and it is shown that reduction in consumption subsidies and expenditures on health and education adversely affect income distribution. In their study, Iqbal and Siddique (1999) observe that earnings of factors of production from production activities are an important factor of income distribution because poor households obtain their share from wage income and rich class gets most of their share from income of capital. Siddique and Iqbal (2001) , in their later work, examine the impact of tariffs on income distribution using CGE model and conclude that reduction in tariff helps to reduce the gap between rich and poor. Kemal et al. (2001) use CGE model and SAM for 1989-90 and analyze the impact of reduction in import tariffs on income distribution. They suggest that reduction in tariff causes the prices of imported commodities to decrease, which in turn affects the forces of demand and supply in the commodity market. These changes in the forces of demand and supply further worsen the distribution pattern because such policies affects the consumption as well as income of rich more positively than that of poor. Naqvi et al. (2011) use CGE model for Pakistan to study the impact of agriculture taxes on income distribution and welfare of households. They use SAM 2001 and conclude that a combination of reduction in sales tax and imposition of taxes on agriculture is an effective distribution policy tool. It is observed that agriculture tax corrects the distribution pattern and causes the government revenue to increase in such a way that government has a situation of budget surplus. On the other hand, budget surplus enables government to make reduction in sales tax, due to which production activities increase and at the same time, the welfare of the households also improves.
Overall, the above literature shows that fiscal policy can play an effective role in reducing income inequality. However, in the framework of computable general equilibrium (CGE) model, the above literature ignores the deterioration in budget deficit while analyzing the impact of different tools of fiscal policy on the distribution of income. In this study, we take up this issue and considering the budget deficit, investigate the impact of household income tax and subsidies on the distribution pattern using CGE framework. 
Estimation Methodology
In order to assess the impact of fiscal policy measures on income distribution, computable general equilibrium model of Pakistan (hereinafter CGEM-Pak) is used. This model is in accordance with the static model structure constructed by Lofgren et al. (2001) There are four blocks of equations in the model.
Price Block
The model is constructed with the framework that each activity produces one commodity only. Export price (PE) is calculated by multiplying commodity"s producer price by exchange rate and then subtracting the export tax from it. Domestic consumers pay price of the imports to the rest of the world. They pay tariff on these imports, so import price (PM) is determined by adding the tariff in the import price.
Where PM c =domestic price of imported goods tm c = Import tariff rate EXR=exchange rate (nominal) PWM c =World price of imports (Foreign currency units)
The demand price of domestic goods (PX) is determined by adding the domestic supply price and cost of trade inputs per unit of domestic sales. The final supply price (Ps) for the domestic commodity is obtained by the interaction of producer and export price. 
Production and Commodity Block
The model includes nine production activities 8 using primary and intermediate inputs.
These activities collect their revenue from selling the products they produce. They then use the revenue for the purchase of the required inputs to carryout production. Eleven factors are involved in production which includes six labor types, four types of land and capital. Primarily income distribution is determined by measuring how much value added flows from the sector of production to factors of production. This distribution depends on the household"s ownership of different factors of production. Households differ in skills so they get different income accordingly. Constant elasticity of substitution (CES) function is used to capture the production pattern at different level. Subject to constant returns to scale, the producers are assumed to maximize their profit. This implies that the factors of production receive their income, where marginal cost equals marginal revenue. Leontief technology is used to combine factors with fixed share intermediates.
Thus, the output from these activities using primary factor under Cobb-Douglas function is 
The optimal combination of these two goods must satisfy
Energy is the only product in this model which is produced and consumed domestically that is production of energy sector is neither exported nor imported. Thus, the nonexported commodity is defined as c c QD QX  (3.14)
The final composite good which is the combination of imported and domestic goods is 
The quantity of non-imported commodity supplied to domestic commodity demander is 9 Constant elasticity of transformation c c QD QQ  (3.17)
Institution Block
Institutions obtain their income from factors of production after their involvement in the value added. Nine household groups 10 are included in the model. Income of capital is distributed among the nine types of households, enterprises and government. Thus
shry i,f = Share for institutions i in income of factor f FPD f,a = Factor price distortion for factor f in activity a PF f = Rate of return to factor f QF f,a =Quantity demanded of factor f from activity a Household"s income is calculated as
h,f = Transfers of factor income to household TR h,g = transfer payment from government to households TR h,r = transfer payment from rest of the world to households TR h,s = transfer payment from firm to households CPI=consumer price index Transfers of government to households are CPI indexed, that is, they can be fixed in nominal terms. After tax saving of these households can be written mathematically as
Where marginal propensity to save of any household is
MPSIN h = Initial marginal propensity to save MPSADJ= MPS adjustment factor MPSDUM h = 0-1 dummy: 1= for those H whose saving changes, 0 otherwise
The households" utility function can be written as ty h= household income tax rate.
The quantity of investment demand for commodities is calculated by multiplying base year investment demand by investment adjustment factor which is exogenous.
The government sector collects income from direct (income tax from households) and indirect taxes and also from capital (YF g,f ) and uses it on consumption expenditure and transfers to households. Both of these payments are fixed in real terms. In this model, Government is considered as a consumer and its consumption for each of the commodity is exogenously fixed. Thus, the government budget surplus (GBS) is determined by subtracting government expenditures from government revenue. Rest of the world is taken because the model assumes open economy. Thus, country exports its product to and imports product from rest of the world.
System Constrained Block
This block contains the equations showing the constraints in the model. In factor market, the quantity of factors supplied must be equal to the sum of quantity demanded from activities and the unused supply of factor f (QFU f ). Thus
Market of composite commodity also involves the constraint that quantity supplied must be equal to the quantity demanded. Thus mathematically 
Model Closure
The closure presents the macroeconomic assumptions to conduct simulations which are usually done by changing the value of policy variables that are exogenous. Then the impact of these simulations on equilibrium values of endogenous variable is measured.
The closure in this model assumes fixed Foreign Savings (FS) and hence a flexible exchange rate (EXR) clears the current account. For savings/investment account, savingsdriven investment is assumed, therefore savings are fixed, and Investment adjustment factor (IADJ) is flexible, permitting investment to adjust. For capital market, it is assumed that capital is activity-specific and fully employed. This means that the price of capital is fixed and factor price distortion adjusts to clear the market. Note that capital is the only factor which is used in all types of activities. There are four types of land in our model 11 and all types are being used in agriculture sector, which has only one activity (agriculture).
For land market, it is assumed that all types of land are fully employed and hence price of land will clear the market. There are four types of agriculture 12 and two types of nonagriculture labor 13 in the labor market of the model. They are mutually exclusive and there is no mobility of labor across these sectors. The assumption of four types of agriculture labor is that they are fully employed and hence price of labor (wage rate) will clear the market. In CGEM-Pak, non-agriculture sector has eight types of activities and each type of activity uses two types of labor (non-agriculture labor; skilled and unskilled). Full 11 Large farm land, irrigated small farm land, irrigated medium farm land, non-irrigated small farm land 12 Own large farm labor, own medium farm labor, own small farm labor, agriculture wage labor 13 Skilled labor, non-agriculture unskilled labor employment is assumed for non-agriculture labor. Moreover, labor is fully mobile within the sector and a unique wage clears the labor market.
Inequality Measures
Due to the limitation of our data, only inequality between household groups is captured.
To calculate inequality, Theil-L, Theil-T and Theil-S indices are used. The Range of Theil-T index from 0 (lowest inequality) to "ln(N)" (highest inequality). Conversely, the Theil-L index ranges from 0 to infinity and the higher the value of Theil-L, the higher the inequality is. Mathematically, the indices are written as
and Theil-L can be written as: Table 3 .2 which explains the features of macro SAM, while Table 3 sub-accounts, out which 7 are rural type and 2 urban types.
The original SAM has many categories of agriculture and service sector as the objective was to check the impact of agriculture growth on poverty. But in this study, a modified micro SAM is used which aggregates the service and agriculture activities into only one category each because there is no need to include details of agriculture and service sectors.
The remaining activities are aggregated into 6 categories that is mining, food manufacturing, yarn, textiles, leather, other manufacturing. This SAM consists of 9 commodities, 11 factors of production, 9 households and three other institutions.
Ideally, trade elasticities should be estimated econometrically from cross section and time series data. Given limited resources as well as data constraints, it is not possible to estimate elasticity parameters for this study. Therefore, elasticity parameters employed by different studies examining similar questions for comparable developing economies have been used. These trade elasticities are shown in Table 1 in Appendix. 
Simulation Design
Different simulations are designed to run on the model of study, CGEM-PAK. These simulation exercises are carried out by increasing or decreasing the values of suggested policy tools until the income inequality measures show a decline in inequality. For the simulation exercise any percentage number can be taken, but should be attested with various sensitivity analysis [Israel (2006) ]. The proposed simulation strategies are shown in Tables 3.4 and 3.5 Simulations in Table 3 .4 test the significance of government transfers to households, income tax and sales tax in reducing inequality without suggesting any measure to increase revenues to cover the resulting budget deficit. Simulation 1 tests the impact of an increase in government transfers to households on income distribution. As sales tax has a regressive nature, simulation 2 discusses the impact of a decrease in sales tax and simulation 3 discusses the impact of an increase in income tax with the assumption that it has a progressive nature.
Simulations in table 3.5 include different policy mix in order to reduce the gap between haves and have-nots by considering its impact on budget deficits. These simulations are designed in such a way that we could have a significant reduction in budget deficit. Simulation 4 introduces tax and transfer scheme. In this simulation, sales tax is reduced to decrease the economic burden of poor and transfers from 20 government to households are increased to increase the welfare of households. On the other hand, the resulting deficit in budget is financed by raising income tax.
Simulation 5 and 6 test the effect of different mixtures of sales tax, income tax and government expenditure on income equality and overall economy. In each of these simulations, we reduce the sales tax to correct the income distribution while to cover the resulting deficit in budget we cut the government expenditures and increase the income tax rate. 
Results and Discussion
Our main simulation results of assessing the impact of different fiscal policy instruments are shown in Tables 4.1 through 4.4. In these tables, negative sign with government budget surplus shows government budget deficit. GDPFC shows GDP at factor prices, GDPMP1 shows GDP from spending side at market price while GDPMP2 presents income side GDP at market price. GDPMP1 and GDPMP2 must be equal. GOVCON shows government consumption and PRVCON presents private consumption.
Simulation Results Allowing the Change in Budget Deficit.
These simulation exercises are carried out by increasing or decreasing the values of suggested policy tools until the inequality measures show a decline in inequality while we did not suggest any measure to cover the resulting deficit in budget.
Government Budget Surplus, Income distribution
Economic policies affect income distribution through three mechanisms. Firstly, they directly affect the income of households by changing the return to primary factors.
Secondly, a change in income tax or subsidies affect the disposable income of households and lastly these economic policies affects the price level thus the price effect bring changes in the household"s real income. Simulation 1 examines the impact of 35 % increase in transfers on income inequality. The transfers from government to households are made to reduce the inequality. In Table 4 .1, the income inequality index Theil T shows a decrease in its value interpreting an improvement in income distribution. Theil T responds to variations in the upper expenditure category.
This policy of increasing transfers to household causes budget deficit to increase from 8457 to 18208.037 millions in Pakistani Rupees. This is because in this policy, transfers cause an increase in expenditure and no measure has been taken to raise revenue to cover the costs. Simulation 2, in which sales tax is reduced by 6%, presents a similar result. Result of Simulation 3 shows the impact of 5.81% increase in income tax. An increase of more than 5.9% in the income tax rate leaves an adverse effect on income distribution. In developing countries, income tax is shouldered by middle class and the tax acts are full of tax exemptions and the corruption factor makes tax evasion easy for rich 14 . In Pakistan, majority of tax payers belong to middle or upper middle income group 15 . Therefore, a 5.81% increase in the tax rate does not affect the income distribution pattern. At the same time, the revenue raised by income tax causes budget deficit to reduce and a surplus of Rs. 1.985 million is observed. Thus, in Pakistan"s economy income tax policy fails to serve as a tool for reducing inequality. Table 4 .2 presents the macroeconomic effects of distribution policies as discussed above. The 35% increase in transfers causes the GDP at factor price to decline. GDP at market prices (both from expenditure and income side) shows a decline. A little improvement in equity is achieved at the cost of 0.016% (Rs. 530.904 million) reduction in GDP at factor price and 0.023% reduction in GDP at market price. It is because the government transfers to households leave fewer funds with the private investors, therefore investment decreases that cause the economic growth to slow down. Further, investment decreases by 1.720 %, imports by 0.23%, and exports by 0.29%. We calculate net indirect taxes by subtracting subsidies and transfers from the total tax collections. As in this simulation transfers have been made, therefore the index of net indirect tax presents a decline in its value relative to the base year that is by 0.123%. These transfers on the other hand induce an increase in private consumption.
Macroeconomic Effects of Policies
Simulation 2 (cut in sales tax by 6%) shows a different effect on overall macro economy. It makes GDP at factor cost to increase from Rs. 3377101 million to Rs.
3388049.648 millions. This change is recorded because a reduction in sales tax (by affecting price) induces more consumption that causes the demand as well as output to increase. An increase in GDP is translated into more exports; raising the later by 4.816 million Rupees. While, GDP at market prices indicate a decrease in its value which confirms the tradeoff between equality and economic growth. When GDP is calculated at market prices, it includes the taxes and subsidies (taxes enter in the equation of GDP with positive and subsidies with negative signs). A decrease in sales tax reduces the GDP measured at market prices. The existing literature shows that an increase in the sales tax brings a boom in real investment, 16 thus a decrease in investment is observed. Further, government consumption, imports and private consumption also increase because reduction in sales tax causes the prices to fall and increases the purchasing power whilst decreasing the value of net indirect taxes.
Moreover, reduction in sales tax induces more consumption.
Results of simulation 3 (increased by 5.81%) show that GDP at factor prices as well as at market prices increases. Table 4 .1 shows that this policy doesn"t affect the distribution pattern but shows an increase in economic growth rate. As the government"s revenue from tax collection increases, more expenditure can be made thus government consumption increases. Further, this policy doesn"t affect the investment decisions of investor class, the revenue raised may be used to increase the investment level and thus the exports increases by 0.24% while imports also increase by 0.19%. On the other hand, increase in income tax causes disposable income to reduce so the private consumption shows a decline that is it decreases by 0.23%. Notes: GDPFC (GDP at factor cost),GDPMP1 (GDP at market price form expenditure side), GDPMP2
(GDP at market price form income side), GOVCON (government consumption), NITAX (net indirect tax) and PRVCON (private consumption)
Simulation Results Considering Budget Deficit.
These simulation exercises are carried out to find the policy measures which are helpful in reducing inequality while not deteriorating the existing deficit in budget.
Policies which address only distributional issue may cause a huge gap in revenue and expenditures. It is already discussed in the literature review that distribution measures involve efficiency cost, therefore policy packages should be introduced in such a way that these measures could remove or reduce the efficiency costs while correcting income distribution. In simulation 5, Theil T and Theil S indices of inequality indicate improvement in income distribution due to 7% reduction in sales tax and 3.65% increase in income tax. These two inequality indices are sensitive to the changes in upper and lower expenditure categories respectively. This policy reduces the budget deficit from 8457 million to 1.708 million Rupees, where 3.62% cut in government expenditures combined with the increase in income tax rate is used to reduce the budget deficit.
Government Budget Surplus and Income Distribution
Simulation 6 includes 3.99% cut in government expenditures, 7.01% reduction in sales tax and 2.5% increase in income tax. The distributional effect of this policy is more significant than the policy discussed in simulation 5. All the Theil indices point out a reduction in the gap between rich and poor. This simulation results in a considerable surplus of 4.612 million Rupees in the budget. 
Macroeconomic Effects of Policies
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In simulation 5 and 6 (cut in sales tax and government spending and increase in income tax), we can observe an increase in the value of GDP at factor price and a decrease in the value of GDP at market price. This happens because these simulations include sales tax which causes GDP (at market price) to shrink. Further, due to a cut in the government expenditures, a decline in the value of government consumption is observed which helps to recover the deficit in budget caused by decrease in sales tax.
On the other hand, with the decrease in government expenditures, private investors will have enough funds to invest thus investment level increases. Increase in investment leads to more output, thus having a positive effect on exports which causes real GDP to increase. This policy involves the income and substitution effect (caused by sales tax ), which leaves a positive effect on the income of households due to which some households switch to imports, causing an increase in level of imports.
Moreover, sales tax reduction results in a decrease in the net indirect tax collection and encourages private consumption but this part of this effect is offset by increase in income tax. 
Sensitivity Analysis
In CGE models, the selection of parameters takes the paramount importance. As there is no readily available method to estimate the parameters and elasticities of the model, therefore it is important to employ sensitivity analysis to check the influence of elasticities and parameters used in the model 17 . The key idea is to replace the value of elasticities with the values used in some other studies or make changes within a specified interval. If the changes in elasticities do not bring a significant change in the result, we can conclude that our results are reliable. In order to conduct the sensitivity analysis, this study uses +50% to -50% changes in the armington elasticity and export elasticity used in the model. Different combinations of these elasticities are made which are shown in Table 4 .5. The effect of changes in these parameters on macroeconomic analysis is not significant, leading to the conclusion that results are reliable. The result of sensitivity analysis is shown in Table 2 and 3 in Appendix.
Concluding Remarks
A brief analysis of simulations 1 through 3 is presented in Table 4 .6. Theil T is more sensitive to changes in expenditure than the other inequality indices, therefore only Theil T is shown in the table. To address the problem of inequality, it is important to show that these policies do not affect budget adversely. GDP at market price measures money value of all goods and services considering the government"s role (tax and subsidies) thus, to discuss the tradeoff issue, GDP at market price is used. The positive sign with these indicators shows an increase in their value and the negative sign shows a decrease.
As in simulation 3, Theil T doesn"t record any change, therefore the idea of increasing income tax to solve the problem of inequality doesn"t work here. Both the simulations 1 and 2 verify the existence of a strong trade-off between equity and efficiency. In simulations 1 and 2, inequality is reduced but in both the scenarios, it is observed that budget deficit increases and economic growth (GDPMP) decreases. The government 28 budget deficit increases drastically in simulation 2, whereas simulation 1 shows more adverse effect on economic growth when compared to simulation 2. Thus, as cost involved in these two policies is more than the benefit, efficiency requires that these two policies should not be employed to correct the distribution pattern. On the basis of above discussions, we can conclude that among budget deficit and economic growth if we are more concerned towards budget deficit then simulation 5 presents the best policy package to overcome inequality whereas simulation 4 is favorable only if we want equality with minimum efficiency cost together with a little positive change in budget deficit 29
Conclusion and Policy Implication
Conclusion
Income inequality is one of the critical barriers in most of the developing countries including Pakistan for growth and development. These countries have low incomes accompanied by sky rocketing cost of living and unemployment rate that lead to increased poverty level and unequal distribution of income. The persistent deficit in the economy"s budget is also one of the causes of increasing poverty and deterioration of income distribution. This study aims at analyzing the role of fiscal policy in reducing budget deficit, alleviating poverty and redistribution of income fairly.
This study investigates the impact of fiscal instruments on income inequality in Pakistan using CGEM-Pak. Like other developing countries, a fall in income of Pakistan accompanied by high budget deficits, corruption and political unrest causes a widening gap between the rich and poor. This study shows that fiscal instruments have a potential role in correcting income distribution. In this research, it is found that the use of sales tax or transfers alone can affect income distribution but it causes the budget deficit to deteriorate. Thus, it is concluded that a mix of fiscal instruments can have a positive effect on income distribution, GDP at factor cost, and budget surplus,
while GDP at market price shows a slight decline.
As in the current scenario, the focus of politicians and economists is to reduce the financial dependency, therefore among simulation 4 and 5, simulation 5 (3.62% cut in government expenditures, 7% reduction in sales tax and 3.65% increase in income tax) is the best possible policy to reduce the increasing inequality. Reduction in sales tax causes an income and substitution effect on all households, except the urban nonpoor households who are the richest class of this country. These effects on households" income make them better-off and reduce inequality.
Policy Implication and Suggestions
It is important to note here that government policies implemented to remove income inequality need a strong political will and support to promote progressive scales in income tax and to reduce the government expenditures particularly the nondevelopment expenditures so that the reduction in sales tax could be made possible. A responsive government is needed to have a proper check and balance to make sure the 30 implementation of policies in their true sense. Thus, a corruption free economy and good governance are needed to get the desirable outcomes from these policies.
There are some limitations of this research. Like most of the CGE models, CGEMPak is a comparative-static model, that is, the results are interpreted as "the condition expected to happen in the future after the specific policy is undertaken, compared with the situation without the adaptation of policy". Thus, the future research should use Dynamic CGE model which traces each variable through time. Secondly, due to limitation of data, only between household inequalities can be determined, while within group inequalities are not possible to find here. We can overcome this problem by disaggregating the households into more groups while making SAM. 
APPENDIX
